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15 April 1975 


MEMORANDUM FOR: Mr. Carl Bell 
Senior Staff Member 
Council of International 
Economic Policy 


SUBJECT : World Economic Report 


In response to your 7 April reyuest we ure forwarding 
the attached paper, World Fconomic Report, for use in ] 
briefing the Economic Policy Board on 2 Way. In addition 
to the text wo are preparing six graphics which are clso 
being transformed onto briefing boards for your 2 May 
presentation. If you have no changes we will print the 
report as a handout to members of the LPB and prepare 4 


bricfi toxt for your use. Please pass your comments 
to 
STAT aS | 


EC. ERNST 
Director, 
Office of Economic Rescarch 


Attachment: 
As stated 
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J.) The world has prospered from growing economic inter- 
dependence sines World War II. Developed and less developed 
countries have alii benefited from the enormous expansion of 
world trade. National and multinational firms have larger 
markets, workers more income, and consuners a higher standard 
Of living than ever before. The accompanying integration of 
financial markets including the Furodollar market has provided 
the necded capital. Tor most of this period: US econonic 
power and with it the dominant role of the dollar remained 
unchallenged. 

2. This growing interdependence, however, has created new 
problems. Nations are now much more vulnerable to the actions 
of others than in years past. ‘Efforts to avoid or reduce 
unemployment in one country have often cost jobs elsewhere. 


Reconciling growth, price, and balance of payments policies 


is now more difficult. And the trade impact of policies desicnad 


to stimulate domestic economic activity has become increasingly 


large. For the US, this process has reduced the impact and 


influence of what we do on the international economic scene while 


at the same time increasing measurahbiy the impact of decisions 


On our cconomy taken by others. 
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3. The severe econonaic disturbances of the past two years 


have sharply focused the rpotlight on the problems of inter- 
dependence. Thase disruptions beyond the control of any one 
country included: 

o Rapid world inflation stemning from food shortages, an 
unprecedented synchronized business upturn in the major 
developed countrics end the dramatic oi] price hikes by 
the OPEC cartel followed by: 

o A deep world recession brought on by a near global shift 
to anti-inflationary policies, a synchronized downturn 
in the industrial countries and the contractionary impact 
of oi] price rises. 

o International financial strains and balance of payments 
problems caused by the huye increase in export carnings 

of OPFC countrics. 
; 4. The severity, persistance and global nature of these 


4 problems threaten’ to slow or even reverse the trend towaris 


To net lea a en a_i ae AIR tenets dA, TI fie nt eS 
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i 
tt ecoriomic interdependence as nations seek individual solut) 2ns 
1 to gicbal problems. The longer these problems persist, the 


greater the risk that go-it-alone policies will be adopted. 


EE SSR 


‘5. The major developed countries have made measured 
progress in dampening inflation and coping with payments 
difficulties. But solving the problem of slow or no economic 
4 growth has proved much tore intractable. The recession has 
already involved more countrics, lasted longer 
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Developed Countries: Canada 
Real GNP Trends 


Parcent Change 
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and gone deeper then in any previous postwar slump. Collectivaly 
the real GHP of the major {ndustrial countries fell -0.6% last 


year, compared with a long-term average growth of 5.4%. The 


US had the poorest performance of all with a decline in seat GNP 


of 2.2%. dapan followed closely with a <-).7% end the UK 


pe ne ayer an i tm 


with a -0.6%. Growth in all other major countries -- while 


oe 


still positive -- was well below the long-term average. 

G. The considerable uncertainties last year caused by the 
oi] embargo, skyrocketing prices and tight moncy policies ereded | 
consumer purchasing power and confidence. By mid-1974, business : 
investment began falling in response to a profit squeeze evident 
iu all major industrics. Face2 with weak demand both at home 
and abroad, firms accelerated production cutbacks toward yoarenc. 
In the United States and Japan, the fall in demand substantially 
outpaced the decline in production. AS a result there was a 
huge inventory buildup, 

7. Although the cumulative effect of these aeynwara pressures 


js still with us, economic activity should pick up somewhat. in 


ae i eM Oh 


the second half of 1975. The inventory overhang is expected to 
be worked off about mid-year. In many countries, consuner 
confidence shows some signs of recoverinc,especially now that 
real wages are once again rising. In addition, the modest 
reflationary efforts undertaken by several countries should 
begin to take hold. For the year as a whole, however, the 
economies of Western Europe, Canada, and Japan will just about 


stagnate while US real GNP is expected to decline by 4.5%. 
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Developed Countries: 
Unemployment Trends® 
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Trends in World GNP and Trade 


Percent Change 
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No major country will grow more than 1¢. 

8, While prorpects for taco of the year are not 
wpeclaliy bright, there are elements of instability that could 
dim thet further. Unemployment rates are not likely to drop 
much from the current high levels. The jobless rate has hit 
postwar records in the United States (8.7%), Canada (7%), 
France (68), West Germany and Britain (4%), and Japan (2%). 
Moreover, a groving number of workers have been put on short 
time everywhere. The recession has also sparked a rash of 
business failures, particularly in Japan and West Germany. 
Continuation of these trends could lead to « further crosion 
of business and consumer confidence. 

9, A sharp falloff in world trade could also worsen 
recovery prospects. Although trade held up well most of last 
year, preliminary data suggest that a Kéds Shaeante falloff | 
is now underway. Most major countries have experienced a 
substantial decline in export volume since late 1974. Rising 
protectionist sentiment, if it gets out of hand, could 
accelerate the trend. Several smaller countries, notably 
Australia, have already increased import barriers. Others 


are unger strong pressure to raise import barriers and/or 


subsidize exports. 


Inflation -- A Less Pressing Problem 
10. After climbing at record rates in the first half 


of 1974, the price rises cased substantially towards yearend. 
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Developed Countries: Gunns 


Consumer Price Trands 
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The 32.7% increase (annual rate) jn prices during the first 
half reflected the huge oi] price rise and higher commodity 
prices. With demand in major countries off sharply, raw 
moterial prices tumbled during the second half, dropping 40% 
between June and December. The downturn in demand also 
resulted in price reductions for some industrial goods. As 
a result, the rise in overall wholesale prices was practically 
halted in most major countries by early 1975. 

ll. Consumer prices are reucting much more slowly. The 
rise in consumer prices, however, is expected to decelerate 
from the 15% pace of 1974 to annual rates of 11% in the first 
half of 1975 and 10% in the sccond. Currently, the major impetus 
to inflation is the rapid rise in unit labor costs that began 
last year. While wage rates are increasing, labor productivity 
will not improve much, so long as GNP stagnates. Cost pressures 
will be particularly severe in the United States, United Kincdom, 
Italy, and Canada where workers trying to catch up with past 
inflation are demanding large pay hikes. | 

12. For both consumer and wholesale price trends, the 
major uncertainty remins food supplies. Much of the increase 
in consumer prices during the second half of 1974 and early 
1975 reflected higher food costs. Although world prices for 
raw foodstuffs have declined in recent months, the reduction 
will. not be felt at the retail level for several more months. 
At the moment, prospects for a further weakening in food 
costs are good with US and other major grain producers expecting 
buaper crops. Most stocks are tight and poor harvests would 
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quickly set of f another round of price hikes. 
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The Balence of Payments 
| 13.0 The industrial countries have been able to copa with 
the impact of higher oil costs on their trade and payments 
positions. For the group as a whole the oil import bill in 


1974 increased by nearly $69 billion, to reach about $87 billion. 


West Germany, Japan, and the United States were able to offset 
most or all of the increase by boosting exports. West Germany 
did particularly well, increasing its trade surplus by $8 
billion and current account surplus by $5 billion. Italy, 


with a huge deficit, required bail-out assistance fron West 


Germany and the European Community totaling $4 billion. 

14. Excepting Canada, all major foreign countries should 
show some improvement in their cuxyrent accounts this year. 
West Germany and Japan will have the greatest gains but France 


will also have a fair degree of success. Italy and the United 


iene Fas eee dees 


Kingdom, despite some improvement will continue running huge 


current account deficits. 


15. Altogether the current account deficit of the major 


countries is expected to total some $11 billion this year, 


or half last year's level]. In large measure, the improvement 
stems from a paring down of the huge trade deficit with OPEC 
countries. Because of higher prices, the recession, and 
conservation measures the volume and value of imports from 
OPEC will decline somewhat. Exports to OPEC are expected to 
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Developed Countries: 
Current Account Balances Canada 
Billion US § 
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West Germany 13,7 
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increase sone 40? in value terns. The trede surplus of major 
countries with nen-OPne Lobes wild dnereasc by several billion 
dollars largely on the strength of higher export prices, 

16.0 The major foreian eruntyrien should be able to avoid 
serious financing problenms through the balance of 1975. Cannda 


will be able to finance dts record $5 billion current account 


- 


deficit largely through private capital inflows and inerearned 


borrowing in the US moncy market. Borrowing Crom Arab countries 

is also on the rise. Continued horroving from Arab oj] producers 

should cover the $4 billion deficit in prespect for France. 

West Germany and Japan ere in the best finencial position. 

Tokyo's success in attracting foreign capital has recently prompted 

the government to liberalize restrictions on capital outflows. 

17. Italy and the United Kinsdom face rougher going, but 

should be able to muddle through another year. Rome is still i 

finding it difficult to borrow in the Eurccurrency market, and | 
i 


its recent attempts to borrow directly from Arab oil producers 


have yielded little. Still, unless political crisis triggers 


funds and some drawdown of foreign exchence reserves -- currently 
around $3 billion -- should see Italy through the year. With 
$7 billion in reserves and an additional $3 billion in IMF 
drawing rights, the United Kingdom has ample resources to finaneec 
this year's payments deficit without res ee to trade rae 
restrictions, 
a 
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Senet ee 


Govern nt Paldcien 


18. The major foreian countries have cone relatively 


ile AMAT ATEN wih Ai, 


MittJe to ntirulate recovery. Tnitially they qave priority 


to the battle avrainnt inflation. Their chicf concern now 


do that stirulative policies could result in a wider trade 


deficit, exchance rate problems, and ultinately a resurgence 


of inflation. Rather then moving rapidly on their own, each 
; N ») ' 


prefers the United States to lead the next recovery. 


ate 


19. West Germany is facing sone pressure From its trade 


partners to reflate. Germany is in a particularly good position 


its huge trede surplun and low in ation : 


to expand hecause of 
rate. Tokyo is also concerned that major foreign governments 


will press the Japanese to initiate expansionary policies in 


view of Japan's relatively large trade surnlus. Although 
domestic pressures for expansionary measurcs are mountin : 
! : 5 ’ 


serious inflation and payments problems limit the action that 


the United Kingdom and Italy can take. Canada is essentially 


waiting for the United States to begin its recovery. 
g g 


20. Fiscal measures taken by major foreign governments 


thus far will provide substantially less stimulus than the 


recently enacted US tax cuts. Among the major foreign countrics, 


o West Germany has taken the most positive action with 
impplementation of a $6 billion tax cut -- equivalent to 


about 1.5% of GNP -- and introduction of tax ercdits 


‘for investinent. 


Japan has done little other than step up public works 


spending somewhat. 
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o Canada has avoided cutting taxes, but docs plana 

moderate budget deficit. | 

© French measures have conristed essentially of moderate i 

inventinent tex eredits and sone increase in overall 
spending. 

o Italy's policy calls for keeping the budget deficit ; 

at a ininimun. 

27. To dampen domestic pressures for more stimulative 
action most governnents have stepped up special assistanc’ 
to the unemployed and to industries facing serious financial 
problems. Ponn will have to cover a $2.5 billion deficit in : 
the national unemployment fund this year, compared with a 
$900 million deficit last year and 2 $690 million surplus in ’ 
1973. Unemployment bencfits have also heen expanded in 
France, Jtaly and Japan. Tokyo has also allocated roughly 
$] billion in long-term loans to industries hard hit by the 
recession. 

22. Monetary policy has been eased slightly. The major 
countries, except for Japan, have cut central bank discount 
rates this year, and most have relaxed eredit restrictions. 
In recent months, weak demand for loans and the drop in 
central bank rates have substantially brought down short-term 
Snterest rates in most countries. Because most major industrics 
are operating well below capacity, however, lower interest 


rates and easier credit are having little impact on private. 
. 
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OL) and OPEC 
23. The qlobal recession and subsequent drop in oi) tere: 
have placed relatively few cconomie strains on the OPNe group, 
Saqqing consumer demand is expected to cut OVEC of] exports 
to about 25 million b/d over the next several months compared 
with 33 million b/d on the eve of the ofl ewhargo and a striking | 
14 million b/d below capacity. Saudi Arabia and a few other 
cartel countries with huge surplus oil reserves have — been 
willing to cut production enough to kecp prices high. Informal 
allocation of production cuts managed by the international oil 
companies, among other OPEC countrics has been achieved without 
much difficulty. 
24. The pressure on OPEC will case substantially as fall 
approaches. Demand for OPEC 011 is expected to rise to about 
29 million b/d during the oes quarter of 1975, permitting 
a substantial increase in output. Because the demand for OPEC 
oil is expected to inercase in 1976 and again in 1977 as the 
éeeitonic recovery in OECD countrics gains momentum, the 


contentious issue of production cuts will not recur until 


Aika: ala Sant ich Windia 


later in the decade. 


25. As a group the OPEC countries will remain in a strong 
financial position for at least the next several years. The 
value of oil exports last year totaled $114 billion compared 


with imports of only $34 billion. The current account surplus 
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OPEC Countries: 


Projected Current Account Balances In 1977 
Billion US $ 


Saudi Arabia 30.3 
Iran 


Kuwalt 


Nigeria 


United Arab Emirates 
lraq 
Qatar 
Libya 
Ecuador -0.4 
Indonesia «= — 4.2 ‘ 
Venezuela = — 1.68 


Algeria = -3.2 le 3 


868476 3 75 
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totaled $73 billion, Saudi Arabia accounted for more than 
one-fourth of the surplus. Mort other OPEC countries had 
Burpluses Of $5 hillion or more, During 1975-77 the opre 
group will have current account surpluses averaging $60 billion 
annually. By the end of 1977 they will have accumulated $270 
billion in foreign assets. 

26. The overall] current account surplus of OPEC countrics 
indicates the magnitude of the petrodollar reeycling problem 
but conceals sharp differences in the prospective financial 
positions of individual countries. Seven OPEC states -- Saudi 
Arabia, Iran, Kuwait, Nigeria, the United Arab Imirates, Iraq, 
and Qatar -- should be free of balance of payments constraints. 
Interest carnings alone will be enough to finance Saudi imports 
by 1977. The remaining five countrics propably will have 
current accounts in near balance or small Aacficit by 1977, 

None is likely to encounter serious balance of payments problems 
Over the next three years, Under these circumstances we see 
no particular stress on the cartel through 1977 so long as 


Savdi Arabia continues to be supportive of OPEC pricing policies. 


The Non-OPrc LDCs 
27. Most non-OPEC LDCs have been hard hit by the extraordinary 


rise in oil prices and large increases in prices for food and 


imported manufactures. Higher prices for primary commodities 


exported by non-OPEC LDCs offset some of the rise in import 


costs, cspecially in early 1974. After midyear, however, prices 
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World Food, Fibers, and Metal Prices 
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for cotton, hides, rubber, and copper £ell sharply. Food 
prices, although buoyant carting most of the year, were also 
falling by yearend <= espeeially for coffee, rice, sugar, 
and Copra. Ae wm resuyt oof these trends thedr cambined trade 
deficit in 1974 rose $15 billion to about £3) billion. Over 


40% of the rise was direstly attributable to oil. 


28. Although the current account deficits of most. non-OPEC 
LbCs were financed with Jittle difficulty in 1974, problems 
will qrow in J975. Most of these countrics entered 1975 with 
a lower level of forcign exchange reserves and larger potenviil 
current account ccficits than in 1974. The prices of many of 


their raw material exports are still declining or, at brst, 


eee OREN eater ST TO Ene 


remaining constant because of shrinking deman. in major industrial 
countries. The prices they pay for manufactures continue to 

rise. Private capital flows to these countries are becoming less 
available, driving then increasingly to official bilateral and 


multilateral capital sources, including the IMF. To avoid 


ras et A Ce te eR eet “te Ate Tw 


growing balance of payments problems many LDCs will move’ to 

restrict imports, further cutting oversees sales of mejor countrics, 
29. The non-oil LPe¢s are also demanding much more from 

the xicher nations. Some raw material preaducers would like 

to emulate the OPEC cartel while all hope to tap the OPEC riches. 

Although many will continue to make highly vocal demands, most 

are beginning to realize a more pragmatic approach is needed. 

Lacking the market share or financial strength to form effective 
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OPEC-like cartels, many LCs are seeking to stabilize commodity 
prices jn cooperation with the developed countries rather than 
through confrontation. 
30. Chile, Peru, Zaire, and Zambia, members of the | 
Intcergovermiental Council of Copper Exporting Countries, are | 
! 


looking for a compromise route. The group wants a commodity 


a ten 


arrangement modeled after the Taternational Tin Council which 
attempts to maintain agreed floor and ceiling prices through 
manipulation of buffer stocks. Prospects for the formation 


of such an arrangement, however, appear poor. Many non-membcr 
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copper producers,such as the Philippines are hopeful of 


expanding their share of the world market. Reasons for joining 
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are less compelling for conswaing nations currently benefiting 
fron low prices. Moreover, few countrics would be willing to 
build up copper buffer stocks at a cost roughly estimated at 
$750 million. : 
31. The United Nations Conference on Trade and Development: | 


(UNCTAD) and the LDC bloc of 86 non-aligned nations are secking 


Te mara, 


to establish an integrated program of international] commodity 
stocking and market intervention arrangements. Little conerete 
progress has been made toward this objective. Financing was a 
major stumbling block at the February Dakar Commodity Conference 
of the non-aligned nations. Proposals calling for OPEC financing 
were rejected by the Arab oil producers, who insisted on further 


study and planning before they would ‘consider committing funds. 
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32. Tha non-03). LDCs" ‘only success so far has been the : 
February 1975 HC aqreement with associated LDCs, which included 
ao new export revenue stabilization scheme. Although the 
amounts to be provided by the FC are small, they set a 
preeedent for new and bigger programs. The politicization 
of conmodity issues probably will incensify over the next 
year. The April Commonwealth conference in Jamaica, the 
forthcoming producey/consumer energy conference, the United 
Nations Guneral Assembly special session in September, and 
UNCTAD IV in 1976 will all provide occasions for proposals 


and demanJs from third-world producers. 
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